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OPINION
l.
Arco Building Systems, Inc. (Arco), a Delaware corporation with its principal place of
businessin Norcross, Georgia, isin the business of selling single-story metal buildings. Arco does

not manufacture the buildingsitself. During thetime period relevant to thiscase, it contracted with
four manufacturersin Georgia, Louisiana, Tennessee, and Texasto construct the buildingsbased on



its customers’ specifications.® All of Arco’s employeeslive and work in Georgia. Approximately
fifteen percent of Arco’stotal annual sales are to customers located in Tennessee.

A typical saleisinitiated when acustomer placesatelephonecall to Arco’ sofficein Georgia.
An Arco employee ascertainsthe customer’ s needs and then contactsits manufacturersto determine
which one can engineer, manufacture, and ship the building to the customer in the required timefor
the best price. Arco prepares a quote and faxes it to the customer along with a proposed contract.
Asagenera rule, 70% of the quoted price represents Arco’ s cost to purchase the building from the
manufacturer, and the remaining 30% is Arco’s gross profit on the resale to the customer. If the
customer decides to proceed with the transaction, he or she signsthe contract, returnsit to Arco by
mail or facsimile, and remits 30% of the purchase priceto Arco in Georgia by means of acashier's
check or awire transfer.

After Arco receives the customer’s signed contract and 30% payment, it sends a purchase
order to the manufacturer. The manufacturer prepares plans and blueprints and sends them directly
to Arco’s customer for approval. Once the customer approves the plans and blueprints, the
manufacturer proceeds to construct the building and then notifies Arco when the building is ready
for shipment. Arcointurnnotifiesitscustomer, and the customer contactsthe manufacturer directly
to coordinate shipment of the building by common carrier. If problemsarise, the customer contacts
Arco. If Arco cannot resolve aproblem onitsown, it contactsthe manufacturer that constructed the
building. If replacement parts are needed, the manufacturer sends them directly to the customer by
mail or common carrier.

Arco does not pay its manufacturerson thefront end. Instead, on delivery of the building to
Arco’ scustomer, the customer givesthe common carrier acashier’ s check made out to Arco for the
remaining 70% of the purchase price. The common carrier forwards the cashier’s check to the
manufacturer, and the manufacturer cashesit with a power of attorney granted by Arco. Arco and
its manufacturers periodically reconcile their accounts, and when the cashier’ s checks cashed by a
manufacturer for the reconciliation period exceed the amount Arco owes the manufacturer for the
buildings, the manufacturer sends the overpayment to Arco in Georgia. Conversely, when the
cashier’s checks cashed by the manufacturer for the period fall short, Arco sends the manufacturer
fundsto cover the underpayment. Once a building has been constructed, Arco must pay for it even
if its customer ultimately reneges on the deal.

Tennesseeimposes atax onthe“saleat retail” and “use” of all tangible persona property in
the state.? In 1994, Arco registered with the Tennessee Department of Revenue as a “deder” for

Arco’sfour manufacturers during the audit period were: Pascoe Building Systems, Inc. in Columbus, Georgig;
Southern Building Systems in Lafayette, Louisiana; Spirco M anufacturing in M emphis, Tennessee; and NCI Building
Systems in Houston, Texas. Arco’s Georgia manufacturer has since gone out of business.

“Retailers’ Sales Tax Act, Tenn. Code Ann. 88 67-6-101to -907 (2003 & Supp. 2005). Usetaxes are designed
to “prevent[] evasion of the sales tax through importation of property from without the state” for use within the state.
United States v. Boyd, 211 Tenn. 139, 161, 363 S.W.2d 193, 203 (Tenn. 1962), aff'd, 378 U.S. 39, 84 S. Ct. 1518

(continued...)
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sales and use tax purposes.® By that time, Arco’s four manufacturers had already registered as
Tennessee dedlers. Arco's registration as a Tennessee dealer enabled Arco to issue blanket
certificates of resale to its manufacturers exempting them from the obligation to collect and remit
Tennessee sales and use taxes on the buildings they manufactured and shipped to Arco’ s customers
in Tennessee.* Accordingly, Arco’'s manufacturers reported no tax liability on their annual
Tennessee sales and use tax returns in connection with their salesto Arco.> Had Arco not issued
them blanket certificates of resale, the manufacturers would have collected sales or use taxeson the
buildings they constructed and sold to Arco for resale to customers in Tennessee.

Arco did not report any of its salesto persons located in Tennessee on the annual sales and
usetax returnsit filed with the Department for the years 1995 through 2001. An audit ensued, and
the Department made an assessment against Arco of $652,369.68 for its Tennessee sales between
December 1, 1994 and December 31, 1997. This figure included $454,433.00 in use taxes Arco
failed to collect and remit on its Tennessee sales, plus $152,491.68 in interest and a $45,445.00
penalty. At Arco’s request, the Department conducted an informal review of the assessment and
ultimately stood by its previous determination.

2(...continued)

(1964); accord Okla. Tax Comm’n v. Jefferson Lines, Inc., 514 U.S. 175, 193-94, 115 S. Ct. 1331, 1342-43 (1995),
superseded by statute, ICC Termination Act of 1995 §3, Pub. L. No. 104-88, 109 Stat. 803, 904 (codified at 49 U.S.C.A.
§ 14505 (1997)); D.H. Holmes Co. v. McNamara, 486 U.S. 24, 32, 108 S. Ct. 1619, 1624 (1988). Thus, all forty-five
states that impose a sales tax levy also impose a corresponding use tax on property purchased out of state that is used
or consumed in state. 2 JEROME R. HELLERSTEIN & WALTER HELLERSTEIN, STATE TAXATION 1 12.01, at 12-5, 16.01
n.15, at 16-4, 18.08, at 18-100 (3rd ed. 2002 & Supp. 2005) (HELLERSTEIN & HELLERSTEIN); see Pearle Health Servs.,
Inc. v. Taylor, 799 S.W.2d 655, 657 (Tenn. 1990) (“The Sales and Use Tax Act comprehensively imposes tax on the
privileges of selling goods at retail in Tennessee or purchasing goods out of state for use in Tennessee. If the
consumption of goods has occurred in the State of Tennessee then a tax liability has accrued.”) To avoid multiple
taxation of the same transaction, use taxes generally apply only to the extent that the sal e has otherwise escaped taxation,
and forty-four of the forty-five states that impose sales and use taxes permit an exemption or credit for similar taxes paid
to other states. Okla. Tax Comm’n v. Jefferson Lines, Inc., 514 U.S. at 193-94, 108 S. Ct. at 1343. The United States
Supreme Court has instructed that in its view, the constitutionality of compensatory use taxes in general is “settled.”
Nat’| Geographic Soc’y v. Cal. Bd. of Equalization, 430 U.S. 551, 555, 97 S. Ct. 1386, 1389 (1977); see Henneford v.
Silas Mason Co., 300 U.S. 577, 581, 57 S. Ct. 524, 526 (1937); Monamotor Oil Co. v. Johnson, 292 U.S. 86, 93, 54 S.
Ct. 575, 578 (1934).

3Tenn. Code Ann. § 67-6-102(a)(11)(C) defines a “dealer” as anyone who:
Sellsat retail, or who offersfor sale at retail, or who hasin such person’ s possession
for sale at retail, or for use, consumption, distribution, or storage to be used or

consumed in this state, tangible personal property.

*TheRetailers' Sales Tax Act excludessalesfor resalefrom the definition of ataxable* sale at retail” or “ [r]etail
sale.” Tenn. Code Ann. § 67-6-102(a)(28)(A); see SC & T Props. v. Huddleston, 823 S.W.2d 541, 543 (Tenn. 1992).

®Arco’sfour manufacturers also filed Tennessee franchise and excise tax returns for the yearsinvolved in this
appeal.
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On August 9, 1999, Arco filed a complaint in the Chancery Court for Davidson County
challenging the assessment.® Arco claimed that the assessment viol ated the Commerce Clause and
the Due Process Clause of the Fourteenth Amendment. Arco alleged that it owned no real or
personal property in Tennessee, maintained no office or other place of businessin the state, and had
no Tennessee employees and that its only connections with its Tennessee customers were by mail
or common carrier. Arco asserted that under the controlling United States Supreme Court
precedents, these contacts were legally insufficient to support the assessment.

The parties filed cross-motions for summary judgment accompanied by similar statements
of the undisputed material facts. Following a hearing, the trial court entered a July 9, 2004 order
granting the State’ s summary judgment motion and denying Arco’s motion. The court concluded
that the material factswere not subject to genuine dispute and that the undisputed facts showed that
Arco had the necessary “physical presence” in Tennessee and resulting “ substantial nexus” required
to support the imposition of use tax collection liability.

In support of its conclusion, the court cited Arco’s use of the Tennessee manufacturer as a
de facto representative and extensive participant in its Tennessee business operations to engineer,
manufacturer, and distribute the buildings Arco sold to its customers in Tennessee and elsewhere.
The court also mentioned Arco’ sregistration as a Tennessee dealer, its filing of annual Tennessee
salesand use tax returns, and its print advertising in two publications circulated in Tennessee. The
court determined that the State was the prevailing party but reserved a ruling on the amount of the
attorney’ sfees and costs due pending the outcome of any appeas. The court directed that itsruling
be entered as a final judgment subject to immediate appeal under Tenn. R. Civ. P. 52.04. Arco
appeded.

The standards for reviewing summary judgments on appea are well settled. Summary
judgmentsare proper invirtually any civil casethat can beresolved onthe basis of legal issuesalone.
Frugev. Doe, 952 S.W.2d 408, 410 (Tenn. 1997); Byrd v. Hall, 847 S.\W.2d 208, 210 (Tenn. 1993);
Pendleton v. Mills, 73 S.W.3d 115, 121 (Tenn. Ct. App. 2001). They are not, however, appropriate
when genuine disputes regarding material facts exist. Tenn. R. Civ. P. 56.04. Thus, a summary
judgment should be granted when the undisputed facts, as well asthe inferences reasonably drawn
from the undisputed facts, support only one conclusion — that the party seeking the summary
judgment is entitled to ajudgment as a matter of law. Pero’s Steak & Spaghetti House v. Lee, 90
SW.3d 614, 620 (Tenn. 2002); Webber v. Sate Farm Mut. Auto. Ins. Co., 49 SW.3d 265, 269
(Tenn. 2001).

®Arco’s complaint contains a typographical error regarding the amount of the assessment. It asserted that the
amount of the assessment was $652,369.86 when, in fact, it was $652,369.68. This error made its way safely through
the entire case and into the court’s final judgment. On remand, the trial court should enter an order correcting the final
judgment to reflect that the assessment against Arco was $454,433.00 in unpaid taxes plus $152,491.68 in interest and
a $45,455.00 penalty for atotal of $652,369.68.
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The party seeking a summary judgment bears the burden of demonstrating that no genuine
dispute of material fact existsandthat it isentitled to ajudgment asamatter of law. Godfreyv. Ruiz,
90 S.W.3d 692, 695 (Tenn. 2002); Shadrick v. Coker, 963 SW.2d 726, 731 (Tenn. 1998). When
the moving party is the defendant, it is entitled to a judgment as a matter of law only when it
affirmatively negates an essential element of the non-moving party’s claim or establishes an
affirmative defense that conclusively defeats the non-moving party’s clam. Byrd v. Hall, 847
S.\W.2d at 215 n.5; Cherry v. Williams, 36 S.\W.3d 78, 82-83 (Tenn. Ct. App. 2000).

Summary judgments enjoy no presumption of correctness on appea. BellSouth Adver. &
Publ’ g Co. v. Johnson, 100 S.W.3d 202, 205 (Tenn. 2003); Scott v. Ashland Healthcare Citr., Inc.,
49 SW.3d 281, 285 (Tenn. 2001). Accordingly, appellate courts must make a fresh determination
that the requirements of Tenn. R. Civ. P. 56 have been satisfied. Hunter v. Brown, 955 S\W.2d 49,
50-51 (Tenn. 1997). We must consider the evidencein the light most favorable to the non-moving
party and draw all reasonable inferences in the non-moving party’'s favor. Godfrey v. Ruiz, 90
S.W.3d at 695; Doe v. HCA Health Servs. of Tenn., Inc., 46 SW.3d 191, 196 (Tenn. 2001).

When reviewing the evidence, we must determine first whether factua disputes exist. If a
factual dispute exists, we must then determine whether the fact is material to the claim or defense
upon which the summary judgment is predicated and whether the disputed fact creates a genuine
issuefor trial. Byrdv. Hall, 847 S\W.2d at 214; Rutherford v. Polar Tank Trailer, Inc., 978 SW.2d
102, 104 (Tenn. Ct. App. 1998).

Thepartiesagreethat thetrial court properly determined that thefacts material tothisdispute
are not subject to genuine dispute. Having carefully reviewed the record on appeal, we agree with
the trial court’s assessment of the evidence. Accordingly, this case is an appropriate one for
resolution by summary judgment, and the sole issue on appeal is whether the trial court erred in
concluding that on these facts, it is the State rather than Arco that is entitled to a judgment as a
matter of law.

The narrow constitutional question presented by this appeal is whether Arco’s connections
with Tennessee are sufficient to support the imposition of a use tax collection responsibility under
the Commerce Clause.” Arco contends that the undisputed facts demonstrate that it lacks the
“physical presence’ in Tennessee and resulting “ substantial nexus’ with the state required by the
governing caselaw. Quill Corp. v. North Dakota, 504 U.S. 298, 314, 112 S. Ct. 1904, 1914 (1992);
Complete Auto Transit, Inc. v. Brady, 430 U.S. 274, 279, 97 S. Ct. 1076, 1079 (1977). Accordingly,
we turn first to an examination of the requirements of the Commerce Clause as construed by the
United State Supreme Court before determining whether thetrial court properly applied therel evant
precedents in upholding the assessment against Arco.

"Arco has abandoned its claim that the assessment violates its rights under the Due Process Clause of the
Fourteenth Amendment.
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A.

The Commerce Clause provides in part that “ Congress shall have Power . . . To regulate
Commerce. .. among theseveral States....” U.S. Const. art. I, 8 8, cl. 3. The central purpose of
the Commerce Clause was to foster the creation of anational economy and to protect the national
economy from unjustifiable interference by the states. Okla. Tax Comn' n v. Jefferson Lines, Inc.,
514 U.S. at 179-80, 115 S. Ct. at 1335-36; Nat'| BellasHess, Inc. v. Dep’t of Revenue, 386 U.S. 753,
760, 87 S. Ct. 1389, 1393 (1967). Although the text of the Commerce Clause contains only an
affirmative grant of authority to Congress to regulate interstate commerce, the Court has long
interpreted it to include an implied limitation on the power of the states to do the same. South
Carolina Sate Highway Dep’t v. Barnwell Bros,, Inc., 303 U.S. 177, 184-85 & n.2, 58 S. Ct. 510,
513-14 & n.2(1938); Gibbonsv. Ogden, 22 U.S. (9 Wheat.) 1, 222-40, 6 L. Ed. 23 (1824) (Johnson,
J., concurring).

Theimplied limitation on state regul atory power even in the absence of congressional action
is known as the “negative” or “dormant” aspect of the Commerce Clause. Gen. Motors Corp. v.
Tracy,519U.S. 278, 287,117 S. Ct. 811, 818 (1997); BarclaysBank PLC v. Franchise Tax Bd., 512
U.S. 298, 311 n.9, 114 S. Ct. 2268, 2276 n.9 (1994). It iswell established that the dormant aspect
of the Commerce Clause appliesto the states’ power to tax. Case of the State Freight Tax, 82 U.S.
(15 Wall.) 232, 280, 21 L. Ed. 146 (1873); Woodruff v. Parham, 75 U.S. (8 Wall.) 123, 137-38, 19
L. Ed. 382 (1868).2 However, the Court has long struggled to develop an adequate framework for
analyzing dormant Commerce Clause challenges to state tax legislation.®

The Court first articulated its modern approach almost thirty years ago in Complete Auto
Trangit, Inc. v. Brady. In that case, the Court “abandoned the abstract notion that interstate
commerce ‘itself’ cannot be taxed by the States’ and “recognized that, with certain restrictions,
interstate commerce may be required to pay its fair share of state taxes.” D.H. Holmes Co. v.
McNamara, 486 U.S. at 30-31, 108 S. Ct. at 1623.'° The Court synthesized selected principlesfrom
its prior case law and announced that henceforth, state taxes would be upheld against challenges
under the dormant Commerce Clause aslong as. (1) the tax was applied to an activity that had a
“substantial nexus” with the taxing state; (2) the tax was “fairly apportioned;” (3) the tax did not
“discriminate against interstate commerce;” and (4) the tax was “fairly related” to the services
provided by the taxing state. Complete Auto Transit, 430 U.S. at 279, 97 S. Ct. at 1079. Following
the Complete Auto Transit decision, the Court has consistently applied this four-part anaysis to

8ee Quill Corp., 504 U.S. at 312, 112 S. Ct. at 1913 (“Under the Articles of Confederation, state taxes and
duties hindered and suppressed interstate commerce; the Framers intended the Commerce Clause as a cure for these
structural ills.”).

°For an excellent review of the evolution of the Court’s dormant Commerce Clause jurisprudence as it relates
to the states’ tax power, see BORIS|. BITTKER & BRANNON P. DENNING, BITTKER ON THE REGULATION OF INTERSTATE
AND FOREIGN COMMERCE 8§ 8.01-8.14, 8-1 to 8-52 (1999 & Supp. 2006) (BITTKER).

10see Western Live Stock v. Bureau of Revenue, 303 U.S. 250, 254, 58 S. Ct. 546, 548 (1938) (“It was not the

purpose of the commerce clause to relieve those engaged in interstate commerce from their just share of [the] state tax
burden even though it increases the cost of doing business.”).
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determine the constitutionality of awide variety of state tax laws,* including thoseinvolving sales
or use taxes.” HELLERSTEIN & HELLERSTEIN 4.1, at 4-47.

The decision to craft anew test for dormant Commerce Clause challenges to state tax laws
was prompted largely by the hopeless disarray of the Court’s existing precedentsin thisarea. See
Northwestern States Portland Cement Co. v. Minnesota, 358 U.S. 450, 457-58, 79 S. Ct. 357, 362
(1959) (describing the Court’s dormant Commerce Clause cases relating to the states’ tax power
aternately as a “tangled underbrush” and a “quagmire’). In Complete Auto Transit, the Court
recognized that the new four-part test it was adopting conflicted with much of itsprior caselaw. See
United Satesv. IBM Corp., 517 U.S. 843, 851, 116 S. Ct. 1793, 1799 (1996) (noting the Court’s
“rglection in Complete Auto of much of our early dormant Commerce Clause jurisprudence”).
However, the Court overruled only two prior decisions, Freeman v. Hewit, 329 U.S. 249, 67 S. Ct.
274 (1946), and Spector Motor Serv., Inc. v. O’'Connor, 340 U.S. 602, 71 S. Ct. 508 (1951).
Complete Auto Transit, 430 U.S. at 288-89, 97 S. Ct. at 1084; see also Okla. Tax Comm'n v.
Jefferson Lines, Inc., 514 U.S. 175 at 183, 115 S. Ct. at 1337. Thus, while the Court substantially
clarified the basic test for dormant Commerce Clause challengesto state tax legislation, it provided
scant guidance to future courts in grappling with the difficult question of how much of the Court’s
extensive™ prior case law in this area had been effectively overruled.

B.

One of the prior decisions called into doubt by Complete Auto Transit was National Bellas
Hess, Inc. v. Dep't of Revenue, 386 U.S. 753, 87 S. Ct. 1389 (1967). The caseinvolved an attempt
by the State of Illinois to require the mail-order division of alarge apparel company to collect and
remit use taxes on goods it sold and delivered to customersin lllinois. The company, which was
incorporated in Delaware and had its principal place of business in Missouri, did not maintain an
“office, distribution house, sales house, warehouse or any other place of business’ in lllinois, had
no “agent, salegperson], canvasser, solicitor or other type of representative to sell or take orders, to
deliver merchandise, to accept payments, or to service merchandise” in lllinois, and did not “own
any tangible property, rea or personal, inlllinois.” Nat'| Bellas Hess, 386 U.S. at 754, 87 S. Ct. at
1390.

llSee, e.g., Goldberg v. Sweet, 488 U.S. 252, 259-60, 109 S. Ct. 582, 587-88 (1989) (telecommunicationstax);
Commonwealth Edison Co. v. Montana, 453 U.S. at 617, 101 S. Ct. at 2953 (mineral severance tax); Mobil Oil Co. v.
Comm’r of Taxes, 445 U.S. 425, 443-44,100 S. Ct. 1223, 1234-35 (1980) (corporate income tax); Dep’t of Revenue v.
Ass'n of Wash. Stevedoring Cos., 435 U.S. 734, 745-50, 98 S. Ct. 1388, 1396-99 (1978) (business and occupation tax).

12See, e.g., Okla. Tax Comm’n v. Jefferson Lines, Inc., 514 U.S. at 183, 115 S. Ct. at 1337 (sales tax); Quill
Corp.,504 U.S. at 311, 112 S. Ct. at 1912 (use tax); D. H. Holmes Co. v. McNamara, 486 U.S. at 30-31, 108 S. Ct. at
1623 (use tax); Wardair Canada, Inc. v. Fla. Dep’t of Revenue, 477 U.S. 1, 8, 106 S. Ct. 2369, 2373 (1986) (sales tax);
Maryland v. Louisiana, 451 U.S. 725, 754, 101 S. Ct. 2114, 2133 (1981) (use tax).

13By 1959, the Court had already “handed down some three hundred full-dress opinions spread through slightly

more than that number of our reports’ involving the states' tax power. Northwestern States Portland Cement Co. v.
Minnesota, 358 U.S. at 457-58, 79 S. Ct. at 362.
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The company did not advertise its merchandise for sale in newspapers, on billboards, or by
radio or televisonin lllinois. Instead, the mail-order division sent catalogues twice yearly, as well
asoccasional flyers, to the company’ srecent customersthroughout the country, including somewho
livedinlllinois. Customersinlllinoisand el sewherewould mail their ordersto the company’ s plant
in Missouri, and the merchandise was then shipped directly from the Missouri plant to the customer
by mail or common carrier. Inspiteof itsseemingly minimal effortsto exploit thelllinois consumer
market, the mail-order division racked up over two million dollarsin Illinois sales over afifteen-
month period in 1961 and 1962. After the company failed to collect and remit use taxes on its
lllinoissalesasrequired by statelaw, thelllinois Department of Revenue made a$95,000 assessment
against the company for the unpaid use taxes. The Illinois Supreme Court upheld the assessment,
and the seller appealed to the United States Supreme Court.

The Court acknowledged that it had previously upheld the states’ power to impose sales or
usetax collection responsibilitieson out-of-state sellersin awide variety of circumstances but noted
that it had “never held that a State may impose the duty of use tax collection and payment upon a
seller whose only connection with customersin the State is by common carrier or the United States
mail.” Nat'| Bellas Hess, 386 U.S. at 758, 87 S. Ct. at 1392. The Court claimed that it had drawn
a“sharp distinction” inits prior decisions between “mail order sellerswith retail outlets, solicitors,
or property within a State, and those who do no more than communicate with customersin the State
by mail or common carrier as part of ageneral interstate business.” Nat'| Bellas Hess, 386 U.S. at
758, 87 S. Ct. at 1392.

The Court was concerned about theimpact the removal of this distinction might have on the
nation’ smail-order catalogueindustry. The Court cited acongressional finding that asof 1965, there
were more than 2,300 local taxing jurisdictionsin the United States, and worried that “[t]he many
variations in rates of tax, in alowable exemptions, and in administrative and record-keeping
requirements could entangle [a mail-order seller’s] interstate business in a virtual welter of
complicated obligationsto local jurisdictionswith no legitimate claim to impose ‘ afair share of the
cost of thelocal government.”” Nat'| Bellas Hess, 386 U.S. at 759-60, 87 S. Ct. at 1393 (footnotes
omitted). The Court struck down the Illinois use tax assessment on the basis of the dormant
Commerce Clause and the Fourteenth Amendment’ s Due Process Clause.

Fifteen years after the Compl ete Auto Transit decision, and twenty-five years after National
BellasHess, the Court finally took up the question whether the adoption of the modern four-part test
for evaluating dormant Commerce Clause challengesto state tax laws had effectively overruled the
decision in National Bellas Hess. Quill Corp., 504 U.S. at 301-02, 112 S. Ct. at 1907. Thiscase
arose out of the State of North Dakota's attempt to require a large out-of-state seller of office
equipment and supplies to collect and remit use taxes on products sold and delivered to customers
in North Dakota. The seller, a Delaware corporation with offices and warehouses in lIllinois,
Cdlifornia, and Georgia, owned no real or personal property in North Dakota, had no place of
business there, and had no North Dakota employees. The seller solicited customers through
cataloguesand flyerssent inthemail, telemarketing calls, and advertisementsin national periodicals.
Asin National Bellas Hess, the seller filled all its North Dakota orders outside the state and then



shipped the ordersto its North Dakota customers by interstate mail or common carrier. The seller
did not collect and remit use taxes on its North Dakota sales as required by state law.

North Dakota filed suit against the seller in state court to collect the unpaid use taxes plus
interest and penalties. Thetrial court granted summary judgment infavor of the State, and the seller
appeded to the North Dakota Supreme Court. The State argued that since 1967, the increased
integration of the national economy, innovationsin computer technology that had eased the burdens
of complying with diverse state tax laws, and the evolution of the United States Supreme Court’s
Fourteenth Amendment Due Process Clause and dormant Commerce Clause jurisprudence had
combined to render the rule of National Bellas Hess obsolete. The North Dakota Supreme Court
agreed, and the United States Supreme Court granted certiorari to determine the continuing vitality
of National Bellas Hess in light of Complete Auto Transit and its progeny.

The Court agreed with North Dakota that developments in its Due Process Clause
jurisprudence over the past twenty-five years had fatally undermined the due process foundation for
the holding in National BellasHess. The Court noted that in theintervening years, it had explicitly
rejected earlier, moreformalistictestsfor persona jurisdiction focusing on adefendant’ s* presence’
within theforum statein favor of amoreflexibleinquiry into whether the defendant’ s contactswith
the state made it reasonable, in our federalist system, to require him or her to defend a suit there.
The Court pointed out that it had expressly held under the Due Process Clause that “if a foreign
corporation purposefully availsitself of the benefitsof an economic market intheforum State, it may
subject itself to the State’ sin personamjurisdiction evenif it hasno physical presenceinthe State.”
Quill Corp., 504 U.S. at 307,112 S. Ct. at 1910; see Burger King Corp. v. Rudzewicz, 471 U.S. 462,
476, 105 S. Ct. 2174, 2184 (1985) (“Jurisdiction in these circumstances may not be avoided merely
because the defendant did not physically enter the forum State.”).

However, the Court reached a different conclusion with respect to the dormant Commerce
Clause basis for the decision in National Bellas Hess. The Court acknowledged that its recent
dormant Commerce Clause decisions had “signaled aretreat from the formalistic constrictions of
a stringent physical presence test in favor of a more flexible substantive approach” and even
conceded that if the factual scenario presented in National Bellas Hess had come before the Court
in 1992 rather than 1967, the case might well have been decided the other way as a result of
Complete Auto Transit and its progeny. Quill Corp., 504 U.S. at 314, 112 S. Ct. at 1914.*
Nevertheless, the Court declined North Dakota' sinvitationto overrule National BellasHessoutright
andinstead reaffirmed “the continuing vitality of its‘ sharp distinction. . . between mail-order sellers
with [aphysical presencein thetaxing] State and those. . . who do no more than communicate with
customers in the State by mail or common carrier as part of a general interstate business.”” Quill
Corp., 504 U.S. at 3011, 112 S. Ct. at 1912 (aterationsin original).

1see also Quill Corp., 504 U.S. at 320-21, 112 S. Ct. at 1916 (Scalia, J., concurring in part and concurring in
the judgment) (“It seems to me important that we retain our ability . . . sometimes to adopt new principles for the
resolution of new issues without abandoning clear holdings of the past that those principles contradict. We seemed to
be doing that in this area.”).
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The Court cited severa reasons for its decision to preserve the National Bellas Hess safe
harbor from state tax law obligations. First, after canvassing its recent dormant Commerce Clause
decisions, the Court concluded that the “physical presence” requirement of National Bellas Hess
could be engrafted, if somewhat awkwardly, onto the “substantial nexus’ prong of the Complete
Auto Transit test. See Quill Corp., 504 U.S. at 309-16, 112 S. Ct. at 1911-15." Second, the Court
claimed that the “bright-line rule” of National Bellas Hess “furthers the ends of the dormant
Commerce Clause. . . by the demarcation of adiscreterealm of commercia activity that isfreefrom
interstatetaxation.” Quill Corp., 504 U.S. at 314-15, 112 S. Ct. at 1914. Third, the Court noted that
the doctrine of stare decisis counseled adherence to National Bellas Hess, especialy in light of the
substantial reliancetheruleof that case had engendered inthe nation’ smail-order catal ogueindustry.
Quill Corp.,504 U.S. at 317, 112 S. Ct. at 1916 (observing that the safe harbor created by National
BellasHess*" hasbecome part of the basic framework of asizableindustry”). Accordingly, the Court
reaffirmed the “physical presence” requirement of National Bellas Hess as a component of the
“substantial nexus’ prong of the Complete Auto Transit test for dormant Commerce Clause
challenges to state sales and use tax laws.*

C.

Arco insists that the undisputed facts place this case squarely within the rule of National
Bellas Hess and Quill Corp. Arco emphasizes that like the out-of-state sellersin National Bellas
Hessand Quill Corp., Arcoitself ownsno real or personal property in the taxing state, maintainsno
office, plant, or warehouse here, and has no in-state employees. Thus, Arco contends that, just as
in National Bellas Hess and Quill Corp., its “only connection with customers in the State is by
common carrier or the United Statesmail.” Quill Corp.,504 U.S. at 301, 112 S. Ct. at 1907 (quoting
Nat’'| Bellas Hess, 386 U.S. at 758, 87 S. Ct. at 1392). Arco claims that the trial court erred by
improperly considering its use of alocal manufacturer, registration asa Tennesseeded er, and filing
of annual state sales and use tax returnsin concluding that it has the necessary “ physical presence’
in Tennessee.

15Compare Complete Auto Transit, 430 U.S. at 279, 97 S. Ct. at 1079 (requiring courts to examine the
connections between the taxing state and the activity taxed) with Quill Corp., 504 U.S. at 315, 112 S. Ct. at 1914
(examining the connections between the taxing state and the entity subjected to the use tax collection responsibility) and
Nat’| Bellas Hess, 386 U.S. at 758, 87 S. Ct. at 1392 (same).

% Thecourt emphasized that itsremoval of the Due Process Clause underpinning for therule of National Bellas
Hess left Congress free to modify or entirely repudiate the rule through the enactment of ordinary legislation in the
exercise of its plenary authority over interstate commerce under the Commerce Clause. Quill Corp., 504 U.S. at 305,
112 S. Ct. at 1909 (“Congress has plenary power to regulate commerce among the States and thus may authorize state
actions that burden interstate commerce.”); see also Quill Corp., 504 U.S. at 320, 112 S. Ct. at 1916 (Scalia, J.,
concurring in part and concurring in the judgment) (“ Congress has the final say over regulation of interstate commerce,
and it can change the rule of [National] Bellas Hess by simply saying so.”). Thus far, Congress has not taken up the
Court’ sinvitation to passlegislation specifying “whether, when, and to what extent the States may burden interstate mail-
order concerns with a duty to collect use taxes.” Quill Corp., 504 U.S. at 318, 112 S. Ct. at 1916.
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As Arco implicitly recognizes, the “physical presence’” inquiry is highly fact-driven.”
However, we seelittle similarity between thefacts of this case and those confronted by the Court in
National Bellas Hess and Quill Corp. In both National Bellas Hess and Quill Corp., the goods
subject to the use tax were manufactured wholly outside the taxing state and shipped directly to in-
state customersby interstatemail or common carrier. Inaddition, in National BellasHess, the Court
noted that the out-of-state seller did not have any “agent . . . or other type of representative. . . to
accept payments’ in the taxing state. Nat’| Bellas Hess, 386 U.S. at 754, 87 S. Ct. at 1390.

In this case, by contrast, a significant number of the buildings subject to the use tax were
engineered and manufactured in the taxing state and shipped to the seller’s in-state customers by
intrastate, not interstate, common carrier.’®* Moreover, Arco has specifically authorized an in-state
company to accept and deposit final paymentsfromitscustomers. Thein-state company isinvolved
in Arco’s Tennessee operations from beginning to end in the preparation of price quotesto drawing
up blueprints to fabricating the product to arranging for shipment of the product to accepting final
payment from the customer. Thein-state company even provides post-delivery consulting services
when problems arise and ships replacement parts, if necessary, by in-state mail or common carrier.
Thus, unlike the sellersin National Bellas Hess and Quill Corp., this case involves an out-of-state
seller that has chosen to rely heavily on an in-state company to perform awide range of servicesthat
are integral to the success of the seller’ s overall business operations in the taxing state.

Wergject Arco’ scontentionthat itisimproper to consider theactionsof thein-state company
in determining whether Arco itself has a“physical presence” in Tennessee.” In Quill Corp., the
Court used the phrase “physical presence’” as a term of art to describe the connections it had
previously found sufficient to support theimposition of state salesand usetax obligations on out-of -
state companies. The Court has rgjected the notion that only the acts of an out-of-state corporate
seller’s officers, directors, employees, or regular agents are relevant to the “physical presence’
determination and has expressly upheld the imposition of state sales and use tax obligations based
onan out-of -state seller’ suse of non-employee representativeswho are not regul ar agentsto conduct
business activitiesin the taxing state. Tyler Pipe Indus., Inc. v. Wash. Sate Dep’t of Revenue, 483
U.S. 232, 249-51, 107 S. Ct. 2810, 2821-22 (1987); cripto, Inc. v. Carson, 362 U.S. at 209-13, 80
S. Ct. at 620-22.

17See, e.g., Quill Corp.,504 U.S. at 307, 313-14, 112 S. Ct. at 1910, 1914 (suggesting that the “ presence in the
taxing State of a small sales force, plant, or office” would be sufficient to constitute a“physical presence” in the taxing
state while inclusion of a“subscription card in three issues of [a] magazine,” “radio advertisements heard in [the taxing
state] on three occasions,” and the use of a“telephone sales force [to] ma[k]e three callsinto the [taxing] State” would
not).

8¢y, Scripto, Inc. v. Carson, 362 U.S. 207, 211, 80 S. Ct. 619, 621 (1960) (“The only incidence of this sales
transaction that is nonlocal is the acceptance of the order.”).

Parco “itself” isacorporation, alegal construct designed to facilitate commerce. Thus, technically speaking,

it doesnot have a*“ physical presence” anywhere. Reliance on such arigidly literal interpretation of the phrase “physical
presence” would plainly be at odds with the Court’s case law in this area, including its decision in Quill Corp.
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Asthiscourt has previously explained, “asubstantial nexus may be established by activities
carried on within the state by affiliates and independent contractors,” and the fact that the out-of-
state seller owns no real or personal property in the state and has no in-state employees or place of
businessisthereforenot dispositive. AmericaOnling, Inc. v. Johnson, No. M2001-00927-COA-R3-
CV, 2002 WL 1751434, at *3 (Tenn. Ct. App. July 30, 2002) (No Tenn. R. App. P. 11 application
filed) (emphasis added). The critical issue is whether substantial business activities “have] been
carried on in the taxing state on the taxpayer’ sbehalf.” America Online, Inc. v. Johnson, 2002 WL
1751434, at *2; see also Tyler Pipe Indus., Inc. v. Wash. Sate Dep’t of Revenue, 483 U.S. at 249,
107 S. Ct. at 2821; Scripto, Inc. v. Carson, 362 U.S. at 211-12, 80 S. Ct. at 622 (“Thetest issimply
the nature and extent of the activities of the [seller] in Florida[i.e., the taxing state].”). Thus, the
trial court did not err in considering Arco’ suse of thein-state manufacturer in determining that Arco
hasa* physical presence” in Tennessee. Moreover, we agreewith thetria court that thefacts of this
case place Arco well beyond the narrow safe harbor of National Bellas Hess and Quill Corp.
Accordingly, thetrial court did not err in sustaining the assessment.?

An additiona basis for upholding the trial court’s “physical presence” determination is
Arco’s deliberate manipulation of Tennessee's tax laws to shield not only itself, but also its four
manufacturers, from the requirement to collect and remit Tennessee sales and use taxes on the
buildings at issue. Arcoinsiststhat an out-of-state seller does not automatically forfeit its dormant
Commerce Clause immunity from state tax obligations by taking the rational prophylactic steps of
registering asadealer and filing annual returnsin all stateswhereit might be subject to sales or use
tax liability. Whatever the merits of this argument, it is irrelevant here, for Arco did not smply
register as a Tennessee dealer and file annual sales and use tax returns reporting no tax liability.
Arco aso relied on its Tennessee registration to issue blanket certificates of resale to keep its
manufacturers, one of which waslocated in Tennessee, from charging Tennessee sales or use taxes
on the buildings they sold to Arco or shipped to Arco’s customersin Tennessee.

Arco took stepsin Tennessee with the Department of Revenueto set up adouble exemption
from Tennessee sales and use taxes. Arco registered as a Tennessee dealer and issued Tennessee
blanket certificates of resaleto its manufacturersto avoid paying them Tennessee sales or use taxes
on the buildings it purchased from them on the front end, while at the same time relying on the
National Bellas Hess/Quill Corp. safe harbor to justify itsfailureto collect and remit Tennessee use
taxes on its sales to customers in the state on the back end. It is one thing for an out-of -state seller
to take advantage of the National Bellas Hess/Quill Corp. safe harbor to protect itself from the
potentially ruinous costs of attempting to comply with forty-five different state sales and use tax
schemes when it has only the most attenuated connection with many or all of thetaxing states. Itis
another thing entirely for an out-of -state seller to attempt to manipul ate the interaction between the
National Bellas Hess/Quill Corp. safe harbor and an individual state’s sales and use tax laws to
excuseitself from paying taxes on both its purchases from and sales into the taxing state simply to
increaseitsprofitsor secureacompetitive advantageinthemarketplace. Nothinginthe Court’ scase

“Arco did not challenge the assessment on the ground that it was not fairly apportioned, that it discriminated
against interstate commerce, or that it was not fairly related to the services provided by the taxing state. Complete Auto
Transit, 430 U.S. at 279, 287, 97 S. Ct. at 1079, 1083.
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law suggests that the dormant Commerce Clause should be interpreted to strip states of the power
to protect themsel vesand their tax basesfrom such deliberate manipulation in the nameof protecting
the national economy.

V.
We affirm thetrial court’s July 9, 2004 final judgment in favor of the State and remand the

case for further proceedings consistent with this opinion. We tax the costs of this appeal to Arco
Building Systems, Inc. and its surety for which execution, if necessary, may issue.

WILLIAM C. KOCH, JrR., P.J., M.S.
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